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PARTS 

SECURITY ENTITLEMENTS 

§ 8-501. Securities Account; Acquisition of Security Entitlement 
from Securities Intermediary. 

(a) "Securities account" means an account to which a financial asset is or may 
be credited in accordance with an agreement under which the person maintaining 
the account undertakes to treat the person for whom the account is maintained as 
entitled to exercise the rights that comprise the financial asset. 

(b) Except as otherwise provided in subsections (d) and (e), a person acquires a 
security entitlement if a securities intermediary: 

(1) indicates by book entry that a financial asset has been credited to the 
person's securities account; 

(2) receives a financial asset from the person or acquires a financial asset for 
the person and, in either case, accepts it for credit to the person's securities 
account; or 

(3) becomes obligated under other law, regulation, or rule to credit a financial 
asset to the person's securities account. 

^ (c) If a condition of subsection (b) has been met, a person has a security 
entitlement even though the securities intermediary does not itself hold the 
financial asset. 

(d) If a securities intermediary holds a financial asset for another person, and 
the financial asset is registered in the name of, payable to the order of, or specially 
indorsed to the other person, and has not been indorsed to the securities intermedi- 
ary or in blank, the other person is treated as holding the financial asset directly 
rather than as having a security entitlement with respect to the financial asset. 

(e) Issuance of a security is not establishment of a security entitlement. 

Official Comment 



1. Part 5 rules apply to security entitle- 
ments, and Section 8-501(b) provides that a 
person has a security entitlement when a 
financial asset has been credited to a "secu- 
rities account." Thus, the term "securities 
account" spiecifies the type of arrangements 
between institutions and their customers 
that are covered by Part 5. A securities 
account is a consensual arrangement in 



which the intermediary undertakes to treat 
the customer as entitled to exercise the 
rights that comprise the financial asset. 
The consensual aspect is covered by the re- 
quirement that the account be established 
pursuant to agreement. The term agree- 
ment is used in the broad sense defined in 
Section 1-201(3). There is no requirement 
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that a formal or written agreement be 
signed. 

As the securities business is presently con- 
ducted, several significant relationships 
clearly fall within the definition of a securi- 
ties account, including the relationship be- 
tween a clearing corporation and its partici- 
pants, a broker and customers who leave 
securities with the broker, and a bank acting 
as securities custodian and its custodial cus- 
tomers. Given the enormous variety of ar- 
rangements concerning securities that exist 
today, and the certainty that new arrange- 
ments will 'evolve in the future, it is not 
possible to specify all of the arrangements to 
which the term does and does not apply. 

Whether an arrangement between a firm 
and another person concerning a security or 
other financial asset is a ''securities ac- 
count" under this Article depends on wheth- 
er the firm has undertaken to treat the 
other person as entitled to exercise the 
rights that comprise the security or other 
financial asset. Section 1-102, however, 
states the fundamental principle of interpre- 
tation that the Code provisions should be 
construed and applied to promote their un- 
derlying purposes and policies. Thus, the 
question whether a given arrangement is a 
securities account should be decided not by 
dictionary analysis of the words of the defi- 
nition taken out of context, but by consider- 
ing whether it promotes the objectives of 
Article 8 to include the arrangement within 
the term securities account. 

The effect of concluding that an arrange- 
ment is a securities account is that the rules 
of Part 5 apply. Accordingly, the definition 
of "securities account"; must be interpreted 
in light of the substantive provisions in Part 
5, which describe the core features of the 
type of relationship for which the commer- 
cial law rules of Revised Article 8 concerning 
security entitlements were designed. There 
are many arrangements between institutions 
and other persons concerning securities or 
other financial assets which do not fall with- 
in the definition of "securities account" be- 
cause the institutions have not undertaken 
to treat the other persons as entitled to 
exercise the ordinary rights of an entitle- 
ment holder specified in the Part 5 rules. 
For example, the term securities account 



does not cover the relationship between a 
bank and its depositors or the relationship 
between a trustee and the beneficiary of an 
ordinary trust, because those are not rela- 
tionships in which the holder of a financial 
asset has undertaken to treat the other as 
entitled to exercise the rights that comprise 
the financial asset in the fashion contemplat- 
ed by the Part 5 rules. 

In short, the primary factor in deciding 
whether an arrangement is a securities ac- 
count is whether application of the Part 5 
rules is consistent with the expectations of 
the parties to the relationship. Relation-, 
ships not governed by Part 5 may be gov- 
erned by other parts of Article 8 if the rela- 
tionship gives rise to anew security, or may 
be governed by other law entirely. 

2. Subsection (b) of this section specifies 
what circumstances give rise to security en- 
titlements. Paragraph (1) of subsection (b.) : 
sets out the most important rule. It turns 
on the intermediary's conduct, reflecting a 
basic operating assumption of the indirect, 
holding system that once a securities inter- 
mediary has acknowledged that it is carrying 
a position in a financial asset for its custom-, 
er or participant, the intermediary is obligate 
ed to treat the customer or participant as 
entitled to the financial asset. Paragraph 
(1) does not attempt to specify exactly what 
accounting, record-keeping, or information 
transmission steps suffice to indicate, that 
the intermediary has credited the account. 
That is left to agreement, trade practice, or: 
rule in-order to provide the flexibility neces- 
sary to accommodate varying or changing 
accounting and information processing sysn 
terns. The/point of paragraph (1) is that 
once an intermediary has acknowledged that, 
it is carrying a position for the customer or 
participant, the customer or participant has 
a security entitlement. . The precise form in 
which the intermediary manifests that ac- 
knowledgment is left to private ordering. 

Paragraph (2) of subsection (b) sets out a 
different operational test, turning not on the; 
intermediary's accounting system but on the 
facts that accounting systems are supposed 
to represent. Under paragraph, (b)(2) a per-, 
son has a security entitlement if the inter- 
mediary has received and accepted a fman-; 
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eial asset for credit to the account of its 
customer or participant. For example, if a 
customer of a broker or bank custodian de- 
livers a security certificate in proper form to 
the broker or bank to be held in the custom- 
er's account, the customer acquires a securi- 
ty entitlement. Paragraph (b)(2) also covers 
circumstances in which the intermediary re- 
ceives a financial asset from a third person 
for credit to the account of the customer or 
participant. Paragraph (b)(2) is not limited 
to circumstances in which the intermediary 
receives security certificates or other finan- 
cial assets in physical form. Paragraph 
(b)(2) also covers circumstances in which the 
intermediary acquires a security entitlement 
with respect to a financial asset which is to 
be credited to the account of the intermedi- 
ary's own customer. For example, if a cus- 
tomer transfers her account from Broker A 
to Broker B, she acquires security entitle- 
ments against Broker B once the clearing 
corporation has credited the positions to 
Broker B's account. It should be noted, 
however, that paragraph (b)(2) provides that 
a person acquires a security entitlement 
when the intermediary not only receives but 
also accepts the financial asset for credit to 
the account. This limitation is included to 
take account of the fact that there may be 
circumstances in which an intermediary has 
received a financial asset but is not willing 
to undertake the obligations that flow from 
establishing a security entitlement. For ex- 
ample, a security certificate which is sent to 
an intermediary may not be in proper form, 
or may represent a type of financial asset 
which the intermediary is not willing to car- 
ry for others. It should be noted that in all 
but extremely unusual cases, the circum- 
stances covered by paragraph (2) will also be 
covered by paragraph (1), because the inter- 
mediary will have credited the positions to 
the customer's account. 

Paragraph (3) of subsection (b) sets out a 
residual test, to avoid any implication that 
the failure of an intermediary to make the 
appropriate entries to credit a position to a 
customer's securities account would prevent 
the customer from acquiring the rights of an 
entitlement holder under Part 5. As is the 
case with the paragraph (2) test, the para- 
graph (3) test would not be needed for the 



ordinary cases, since they are covered by 
paragraph (1). 

3. In a sense, Section 8-501(b) is analo- 
gous to the rules set out in the provisions of 
Sections 8-313(l)(d) and 8-320 of the prior 
version of Article 8 that specified what acts 
by a securities intermediary or clearing cor- 
poration sufficed as a transfer of securities 
held in fungible bulk. Unlike the prior ver- 
sion of Article 8, however, this section is not 
based on the idea that an entitlement holder 
acquires rights only by virtue of a "transfer" 
from the securities intermediary to the enti- 
tlement holder. In the indirect holding sys- 
tem, the significant fact is that the securities 
intermediary has undertaken to treat the 
customer as entitled to the financial asset. 
It is up to the securities intermediary to take 
the necessary steps to ensure that it will be 
able to perform its undertaking. It is, for 
example, entirely possible that a securities 
intermediary might make entries in a cus- 
tomer's account reflecting that customer's 
acquisition of a certain security at a time 
when the securities intermediary did not it- 
self happen to hold any units of that securi- 
ty. The person from whom the securities 
intermediary bought the security might have 
failed to deliver and it might have taken 
some time to clear up the problem, or there 
may have been an operational gap in time 
between the crediting of a customer's ac- 
count and the receipt of securities from an- 
other securities intermediary. The entitle- 
ment holder's rights against the securities 
intermediary do not depend on whether or 
when the securities intermediary acquired 
its interests. Subsection (c) is intended to 
make this point clear. Subsection (c) does 
not mean that the intermediary is free to 
create security entitlements without itself 
holding sufficient financial assets to satisfy 
its entitlement holders. The duty of a secu- 
rities intermediary to maintain sufficient as- 
sets is governed by Section 8-504 and regu- 
latory law. Subsection (c) is included only 
to make it clear the question whether a 
person has acquired a security entitlement 
does not depend on whether the intermedi- 
ary has complied with that duty. 

4. Part 5 of Article 8 sets out a carefully 
designed system of rules for the indirect 
holding system. Persons who hold securities 
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through brokers or custodians have security 
entitlements that are governed by Part 5, 
rather than being treated as the direct hold- 
ers of securities. Subsection (d) specifies the 
limited circumstance in which a customer 
who leaves a financial asset with a broker or 
other securities intermediary has a direct 
interest in the financial asset, rather than a 
security entitlement. 

The customer can be a direct holder only 
if the security certificate, or other financial 
asset, is registered in the name of, payable to 
the order of, or specially indorsed to the 
customer, and has not been indorsed by the 
customer to the securities intermediary or in 
blank. The distinction between those cir- 
cumstances where the customer can be 
treated as direct owner and those where the 
customer has a security entitlement is essen- 
tially the same as the distinction drawn un- 
der the federal bankruptcy code between 
customer name securities and customer 
property. The distinction does not turn on 
any form of physical identification or segre- 
gation. A customer who delivers certificates 
to a broker with blank indorsements or 
stock powers is not a direct holder but has a 
security entitlement, even though the broker 
holds those certificates in some form of sepa- 
rate safe-keeping arrangement for that par- 
ticular customer. The customer remains the 
direct holder only if there is no indorsement, 
or stock power so that further action by the 
customer is required to place the certificates, 
in a form where they can be transferred by 
the broker. ; 

The rule of subsection (d) corresponds to 
the rule set out in Section 8-301(a)(3) speci- 
fying when acquisition of possession of a 
certificate by ' a securities intermediary 
counts as "delivery" to the customer. 

5. Subsection (e) is intended to make 
clear that Part 5 does not apply to an ar- 
rangement in which a security is issued rep- 
resenting an interest in underlying assets, as 
distinguished from arrangements in which 
the underlying assets are carried in a securi- 
ties account. A common mechanism by^ 
which new financial instruments are devised; 
is that a financial institution that holds : 
some security^ financial instrument, or pool 
thereof, creates .interests in that, asset or 
pool which are sold to others. In many such 



cases, the interests so created will fall within 
the definition of "security" in Section 8- 
102(a)(15). If so, then by virtue of subsec- 
tion (e) of Section 8-501, the relationship 
between the institution that creates the in- 
terests and the persons who hold them is not 
a security entitlement to which the Part 5 
rules apply. Accordingly, an arrangement 
such as an American depositary receipt facil- 
ity which creates freely transferable inter- 
ests in underlying securities will be issuance 
of a security under Article 8 rather than 
establishment of a security entitlement to 
the underlying securities. 

The subsection (e) rule can be regarded as 
an aspect of the definitional rules specifying 
the meaning of securities account and secu- 
rity entitlement. Among the key compo- 
nents of the definition of security in Section 
8-102(a)(15) are the, "transferability" and 
"divisibility" tests. Securities, in the Article 
8 sense, are fungible interests or obligations 
that are intended to be tradable. The con- 
cept of security entitlement under Part 5 is 
quite different. ; A security entitlement is 
the package of rights that a person has 
against the person's own intermediary with 
respect to the positions carried in the per- 
son's securities account. That package of 
rights is not, as such, something that is. 
traded. When a customer sells a security 
that she had held through a securities ac- 
count, her security entitlement is terminat- 
ed; when she buys a security that she will 
hold through her securities account, she ac- 
quires a security entitlement. In most 1 
cases, settlement of a securities trade will 
involve termination of one person's security 
entitlement and acquisition of a security en- 
titlement by another person. That transac- 
tion, however, is not a "transfer" of the 
same entitlement from one person to anoth- 
er. That is not to say that an entitlement 
holder cannot transfer an interest in her, 
security entitlement as such; granting a se- 
curity interest in a security entitlement is ; 
such a transfer. On the other hand, the, 
nature of a security entitlement is that the 
intermediary is undertaking duties only to 
the person identified as the entitlement 
holder. 
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Definitional Cross References: ' 'Security ' ' 

"Financial asset". Section 8-102(a)(9). "Security 

"Indorsement". Section 8-102(a)(ll). 102(a)(17). 

' 'Securities intermediary 5 ' . Section 8- 
102(a)(14). 



Section 8-102(a)(15). 
entitlement". Section 8- 



§ 8-502. Assertion of Adverse Claim Against Entitlement Holder. 

An action based on an adverse claim to a financial asset, whether framed in 
conversion, replevin, constructive trust, equitable lien, or other theory, may not be 
asserted against a person who acquires a security entitlement under Section 8-501 
for value and without notice of the adverse claim. 

Official Comment 



1. The section provides investors in the 
indirect holding system with protection 
against adverse claims by specifying that no 
adverse claim can be asserted against a per- 
son who acquires a security entitlement un- 
der^ Section 8-501 for value and without 
notice of the adverse claim. It plays a role 
in the indirect holding system analogous to 
the rule of the direct holding system that 
protected purchasers take free from adverse 
claims (Section 8-303). 

This section does not use the locution 
"takes free from adverse claims" because 
that could be confusing as applied to the 
indirect holding system. The nature of indi- 
rect holding system is that an entitlement 
holder has an interest in common with oth- 
ers who hold positions in the same financial 
asset through the same intermediary. Thus, 
a particular entitlement holder's interest in 
the financial assets held by its intermediary 
is necessarily "subject to" the interests of 
others. See Section 8-503. The rule stated 
in this section might have been expressed by 
saying that a person who acquires a security 
entitlement under Section 8-501 for value 
and without notice of adverse claims takes 
"that security entitlement" free from ad- 
verse claims. That formulation has not 
been used, however, for fear that it would be 
misinterpreted as suggesting that the person 
acquires a right to the underlying financial 
assets that could not be affected by the com- 
peting rights of others claiming through 
common or higher tier intermediaries. A 
security entitlement is a complex bundle of 
rights. This section does not deal with the 
question of what rights are in the bundle. 
Rather, this section provides that once a 



person has acquired the bundle, someone 
else cannot take it away on the basis of 
assertion that the transaction in which the 
security entitlement was created involved a 
violation of the claimant's rights. 

2. Because securities trades are typically 
settled on a net basis by book-entry move- 
ments, it would ordinarily be impossible for 
anyone to trace the path of any particular 
security, no matter how the interest of par- 
ties who hold through intermediaries is de- 
scribed. Suppose, for example, that S has a 
1000 share position in XYZ common stock 
through an account with a broker, Able & 
Co. S's identical twin impersonates S and 
directs Able to sell the securities. That 
same day, B places an order with Baker & 
Co., to buy 1000 shares of XYZ common 
stock. Later, S discovers the wrongful act 
and seeks to recover "her shares." Even if 
S can show that, at the stage of the trade, 
her sell order was matched with B's buy 
order, that would not suffice to show that 
"her shares" went to B. Settlement be- 
tween Able and Baker occurs on a net basis 
for all trades in XYZ that day; indeed Abie's 
net position may have been such that it 
received rather than delivered shares in XYZ 
through the settlement system. 

In the unlikely event that this was the 
only trade in XYZ common stock executed in 
the market that day, one could follow the 
shares from S's account to B's account. The 
plaintiff in an action in conversion or similar 
legal action to enforce a property interest 
must show that the defendant has an item of 
property that belongs to the plaintiff. In 
this example, B's security entitlement is not 
the same item of property that formerly was 
held by S, it is a new package of rights that 
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B acquired against Baker under Section 8- 
501. Principles, of equitable remedies might, 
however, provide S with a basis for contend- 
ing that if the position B received was the 
traceable product of the wrongful taking of 
S's property by S's twin, a constructive trust 
should be imposed on B's property in favor 
of S. See G. Palmer, The Law of Restitution 
§ 2.14. Section 8-502 ensures that no such 
claims can be asserted against a person, such 
as B in this example, who acquires a security 
entitlement under Section 8-501 for value 
and without notice, regardless of what theo- 
ry of law or equity is used to describe the 
basis of the assertion of the adverse claim. 

In the above example, S would ordinarily 
have no reason to pursue B unless Able is 
insolvent and S's claim will not be satisfied 
in the insolvency proceedings. Because S 
did not give an entitlement order for the 
disposition of her security entitlement, Able 
must recredit her account for the 1000 
shares of XYZ common stock. See Section 
8-507(b)> 

3. The following examples illustrate the 
operation of Section 8-502. 

, Example 1. Thief steals bearer bonds- 
from Owner. Thief delivers the bonds to, 
Broker for credit to Thief s securities ac- 
count, thereby acquiring a security entitle^, 
ment under Section 8-501(b). Under oth- 
er law, Owner may have a claim to have a 

• constructive trust imposed on the security 
entitlement as the traceable product of the 

. bonds that Thief misappropriated. Be- 
cause Thief was himself the wrongdoer, 
Thief obviously had notice of Owner's ad- 

.verse claim. Accordingly, Section 8-502 
does not preclude Owner from . asserting 
an adverse claim against Thief. - 

Example 2. Thief steals bearer bonds 
from Owner. Thief owes a personal debt 
to Creditor; Creditor has a securities ac- 
count with Broker. Thief agrees to trans- 

■■■ fer the bonds to Creditor as security for or 
in satisfaction of his debt to Creditor. 
Thief does so by sending the bonds to' 
Broker for credit to Creditor's securities 
account. Creditor thereby acquires a se- 
curity entitlement under Section 8-501(b). 
Under other law, Owner may have a claim 
to have a constructive trust imposed on 



the security entitlement as the traceable 
product of the bonds that Thief misappro- 
priated. Creditor acquired the security 
entitlement for value, since Creditor ac- 
quired it as security for or in satisfaction 
of Thief s debt to Creditor. See Section 1- 
201(44). If Creditor did not have notice of 
Owner's claim, Section 8-502 precludes 
any action by Owner against Creditor, 
whether framed in constructive trust or 
other theory. Section 8-105 specifies 
what counts as notice of an adverse claim. 
Example 3. Father, as trustee for Son, 
holds XYZ Co. shares in a securities ac- 
count with Able & Co. In violation of his 
fiduciary duties, Father sells the XYZ Co. 
shares and uses the proceeds for personal 
purposes. Father dies, and his estate is 
insolvent. Assume— implausibly— that 
Son is able to trace the XYZ Co. shares 
and show that the "same shares" ended 
up in Buyer's securities account with Bak- 
er & Co. Section 8-502 precludes any 
action by Son against Buyer, whether 
framed in constructive trust or other theo- 
ry, provided that Buyer acquired the secu- 
rity entitlement for value and without no- 
tice of adverse claims. 

Example 4. Debtor holds XYZ Co. 
shares in a securities account with Able & 
Co. As collateral for a loan from Bank, 
Debtor grants Bank a security interest in 
the security entitlement to the XYZ Co. 
shares. Bank perfects by a method which 
leaves Debtor with the ability to dispose of 
the shares. See Section 9-312. In viola- 
tion of the security agreement, Debtor 
sells the XYZ Co. shares- and absconds 
with the proceeds. Assume— implausi- 
bly—that Bank is able to trace the XYZ 
Co. shares and show that the "same 
shares" ended up in Buyer's securities ac- 
count with Baker & Co. Section 8-502 
precludes any action by Bank against Buy-. 
er, whether framed in constructive trust 
.or other theory, provided that Buyer ac- 
quired the security entitlement for value 
and without notice of adverse claims. 

Example 5. Debtor owns controlling 
interests in various public companies, in- 
cluding Acme and Ajax. Acme owns 60% 
of the stock of another public company, 
Beta. Debtor causes the Beta stock to be 
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pledged to Lending Bank as collateral for 
Ajax's debt. Acme holds the Beta stock 
through an account with a securities cus- 
todian, C Bank, which in turn holds 
through Clearing Corporation. Lending 
Bank is also a Clearing Corporation partic- 
ipant. The pledge of the Beta stock is 
implemented by Acme instructing C Bank 
to instruct Clearing Corporation to debit C 
Bank's account and credit Lending Bank's 
account. Acme and Ajax both become in- 
solvent. The Beta stock is still valuable. 
Acme's liquidator asserts that the pledge 
of the Beta stock for Ajax's debt was 
wrongful as against Acme and seeks to 
recover the Beta stock from Lending 
Bank. Because the pledge was imple- 
mented by an outright transfer into Lend- 
ing Bank's account at Clearing Corpora- 
tion, Lending Bank acquired a security 
entitlement to the Beta stock under Sec- 
tion, 8-501. Lending Bank acquired the 
security entitlement for value, since it ac- 
quired it as security for a debt. See Sec- 
tion 1-201(44). If Lending Bank did not 
have notice of Acme's claim, Section 8-502 
will preclude any action by Acme against 
Lending Bank, whether framed in con- 
structive trust or other theory. 

Example 6. Debtor grants Alpha Co. a 
security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock 
that Debtor holds through an account 
with Able & Co. Alpha also has an account 
with Able. Debtor instructs Able to trans- 
fer the shares to Alpha, and Able does so 
by crediting the shares to Alpha's account. 
Alpha has control of the 1000 shares un- 
der Section 8-106(d). (The facts to this 
point are identical to those in Section 8- 
106, Comments, Example 1, except that 
Alpha Co. was Alpha Bank.) Alpha next 
grants Beta Co. a security interest in the 
1000 shares included in Alpha's security 
entitlement. See Section 9-207(c)(3). Al- 
pha instructs Able to transfer the shares 
to Gamma Co., Beta's custodian. Able does 
so, and Gamma credits the 1000 shares to 
Beta's account. Beta now has control un- 
der Section 8-106(d). By virtue of Debtor's 
explicit permission or by virtue of the per- 
mission inherent in Debtor's creation of a 
security interest in favor of Alpha and 
Alpha's resulting power to grant a security 



interest under Section 9-207, Debtor has 
no adverse claim to assert against Beta, 
assuming implausibly that -; Debtor could 
"trace" an interest to the Gamma ac- 
count. Moreover, even if Debtor did hold 
an adverse claim, if Beta did not have 
notice of Debtor's claim, Section 8-502 
will preclude any action by .Debtor against 
Beta, whether framed in constructive trust 
or other theory. 

4. Although this section protects entitle- 
ment holders against adverse claims, it does 
not protect them against the risk that their 
securities intermediary will not itself have 
sufficient financial assets to satisfy the 
claims of all of its entitlement holders. Sup- 
pose that Customer A holds 1000 shares of 
XYZ Co. stock in an account with her bro- 
ker, Able & Co. Able in turn holds 1000 
shares of XYZ Co. through its account with 
Clearing Corporation, but has no other posi- 
tions in XYZ Co. shares, either for other 
customers or for its own proprietary ac- 
count. Customer B places an order with 
Able for the purchase of 1000 shares of XYZ 
Co. stock, and pays the purchase price. Able 
credits B's account with a 1000 share posi- 
tion in XYZ Co. stock, but Able does not 
itself buy any additional XYZ Co. shares. 
Able fails, having only 1000 shares to satisfy 
the claims of A and B. Unless other insol- 
vency law establishes a different distribu- 
tional rule, A arid B would share the 1000 
shares held by Able pro rata, without regard 
to the time that their respective entitle- 
ments were established. See Section 8- 
503(b). Section 8-502 protects entitlement 
holders, such as A and B, against adverse 
claimants. In this case, however, the prob- 
lem that A and B face is not that someone is 
trying to take away their entitlements, but 
that the entitlements are not worth what 
they thought. The only role that Section 8- 
502 plays in this case is to preclude any 
assertion that A has some form of claim 
against B by virtue of the fact that Abie's 
establishment of an entitlement in favor of B 
diluted .A's rights to the limited assets held 
by Able. 

Definitional Cross References: 

"Adverse claim". Section 8-102(a)(l). 
"Financial asset". Section 8-102(a)(9). 
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, "Notice of adverse claim". Section 8-105; "Value". Sections 1-201(44) & 8-116. 

"Security entitlement". Section 8- 
102(a)(17). 

As amended in 1999. 

See Appendix I contained within Revised Article 9 for material 
relating to changes made in Official Comment in 1999. 

§ 8-503. Property Interest of Entitlement Holder in Financial Asset 
Held By Securities Intermediary. 

(a) To the extent necessary for a securities intermediary to satisfy all security 
entitlements with respect to a particular financial asset, all interests in that 
financial asset held by the securities intermediary are held by the securities 
intermediary for the entitlement holders, are not property of the securities inter- 
mediary, and are not subject to claims of creditors of the securities intermediary, 
except as otherwise provided in Section 8-511. 

•(b) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) is a pro rata property interest in all interests in 
that financial asset held by the securities intermediary, without regard to the time 
the entitlement holder acquired the security entitlement or the time the securities 
intermediary acquired the interest in that financial asset. 

(c) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) may be enforced against the securities interme- 
diary only by exercise of the entitlement holder's rights under Sections 8-505 
through 8-508. 

(d) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) may be enforced against a purchaser of th.e 
financial asset or interest therein only if: ; ■: 

,,:.;■ (1) insolvency proceedings have been initiated by or against the securities 
intermediary; 

[2) the securities intermediary does not have sufficient interests in the finan- 
cial asset to satisfy the security entitlements of all of its entitlement^ 
holders to that financial asset; < 

(3) the securities intermediary violated its obligations under Section 8-504 by: 
r-.-; transferring the financial asset or interest therein to the purchaser; and- 

: (4) the purchaser is not protected under subsection (e). ;;. : 

The trustee or other liquidator, acting on behalf pf .all entitlement holders having 
security entitlements with respect to a particular financial asset, may recover the 
financial, asset, or interest therein, from the purchaser. If the trustee or other 
liquidator elects not to pursue' that right, an entitlement holder whose security 
entitlement remains unsatisfied has the" right to recover its interest in the financial 
asset from the purchaser: ' ; ..[ 

r (e) An action based on the entitlement holder's property interest with respect 
to a particular financial asset under subsection (a), whether framed in cpnversipn,; 
replevin, constructive trust, equitable lien, or other theory, may not be asserted; 
against any purchaser of a financial asset or interest therein who gives value, 
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obtains control, and does not act in collusion with the securities intermediary in 
violating the securities intermediary's obligations under Section 8-504. 

Official Comment 



1. This section specifies the sense in 
which a security entitlement is an interest in 
the property held by the securities interme- 
diary. It expresses the ordinary understand- 
ing that securities that a firm holds for its 
customers are not general assets of the firm 
subject to the claims of creditors. Since 
securities intermediaries generally do not 
segregate securities in such fashion that one 
could identify particular securities as the 
ones held for customers, it would not be 
realistic for this section to state that ' 'cus- 
tomers' securities" are not subject to credi- 
tors' claims. Rather subsection (a) provides 
that to the extent necessary to satisfy all 
customer claims, all units of that security 
held by the firm are held for the entitlement 
holders, are not property of the securities 
intermediary, and are not subject to credi- 
tors' claims, except as otherwise provided in 
Section 8-511. 

An entitlement holder's property interest 
under this section is an interest with respect 
to a specific issue of securities or financial 
assets. For example, customers of a firm 
who have positions in XYZ common stock 
have security entitlements with respect to 
the XYZ common stock held by the interme- 
diary, while other customers who have posi- 
tions in ABC common stock have security 
entitlements with respect to the ABC com- 
mon stock held by the intermediary. 

Subsection (b) makes clear that the prop- 
erty interest described in subsection (a) is an 
interest held in common by all entitlement 
holders who have entitlements to a particu- 
lar security or other financial asset. Tempo- 
ral factors are irrelevant. One entitlement 
holder cannot claim that its rights to the 
assets held by the intermediary are superior 
to the rights of another entitlement holder 
by virtue of having acquired those rights 
before, or after, the other entitlement hold- 
er. Nor does it matter whether the interme- 
diary had sufficient assets to satisfy all enti- 
tlement holders' claims at one point, but no 
longer does. Rather, all entitlement holders 
have a pro rata interest in whatever posi- 



tions in that financial asset the intermediary 
holds. 

Although this section describes the proper- 
ty interest of entitlement holders in the as- 
sets held by the intermediary, it does not 
necessarily determine how property held by 
a failed intermediary will be distributed in 
insolvency proceedings. If the intermediary 
fails and its affairs are being administered in 
an insolvency proceeding, the applicable in- 
solvency law governs how the various parties 
having claims against the firm are treated. 
For example, the distributional rules for 
stockbroker liquidation proceedings under 
the Bankruptcy Code and Securities Investor 
Protection Act ("SIPA") provide that all cus- 
tomer property is distributed pro rata among 
all customers in proportion to the dollar 
value of their total positions, rather than 
dividing the property on an issue by issue 
basis. For intermediaries that are not sub- 
ject to the Bankruptcy Code and SIPA, other 
insolvency law would determine what distri- 
butional rule is applied. 

2. Although this section recognizes that 
the entitlement holders of a securities inter- 
mediary have a property interest in the fi- 
nancial assets held by the intermediary, the 
incidents of this property interest are estab- 
lished by the rules of Article 8, not by com- 
mon law property concepts. The traditional 
Article 8 rules on certificated securities were 
based on the idea that a paper certificate 
could be regarded as a nearly complete reifi- 
cation of the underlying right. The rules on 
transfer and the consequences of wrongful 
transfer could then be written using the 
same basic concepts as the rules for physical 
chattels. A person's claim of ownership of a 
certificated security is a right to a specific 
identifiable physical object, and that right 
can be asserted against any person who ends 
up in possession of that physical certificate, 
unless cut off by the rules protecting pur- 
chasers for value without notice. Those con- 
cepts do not work for the indirect holding 
system. A security entitlement is not a 
claim to a specific identifiable thing; it is a 
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package of rights and interests that a person 
has against the person's securities interme- 
diary and the property held by the interme- 
diary. The idea that discrete objects might 
be traced through the hands of different 
persons has no place in the Revised Article 8 
rules for the indirect holding system. The 
fundamental principles of the indirect hold- 
ing system rules are that an entitlement 
holder's own intermediary has the obligation 
to see to it that the entitlement holder re- 
ceives all of the economic and corporate 
rights that comprise the financial asset, and 
that the entitlement holder can look only to 
that intermediary for performance of the 
obligations. The entitlement holder cannot 
assert rights directly against other persons, 
such as other intermediaries through whom 
the intermediary holds the positions, or 
third parties to whom the intermediary may 
have wrongfully transferred interests, except 
in extremely unusual circumstances where 
the third party was itself a participant in the 
wrongdoing. Subsections (c) through (e) re- 
flect these fundamental principles. : 

Subsection (c) provides that an entitle- 
ment holder's property interest can be en- 
forced against the intermediary only by exer- 
cise of the entitlement holder's rights under 
Sections 8-505 through 8-508. These are: 
the provisions that set out the duty of an 
intermediary to see to it that the entitle- 
ment holder receives all of the economic and 
corporate rights that comprise the security, 
If the intermediary is in insolvency proceed- 
ings and can no longer perform in accor- 
dance with the ordinary Part 5 rules, the 
applicable insolvency law will determine how 
the intermediary's assets are to be distribut- 
ed. ' ■:"■-, ':■:;■ 

Subsections (d) and (e) specify the limited 
circumstances in which an entitlement hold- 
er's property interest can be asserted against 
a third person to whom the intermediary 
transferred a financial asset that was subject 
to the entitlement holder's claim when held 
by the intermediary. Subsection (d) pro- 
vides that the property interest of entitle- 
ment holders cannot be asserted against any 
transferee except in the circumstances there^. 
in specified. So long as the intermediary is 
solvent, the entitlement holders must look to 
the intermediary to satisfy their claims; If 



the intermediary does not hold financial as- 
sets corresponding to the entitlement hold- 
ers' claims, the intermediary has the duty to 
acquire them. See Section 8-504. Thus, 
paragraphs (1), (2), and (3) of subsection (d) 
specify that the only occasion in which the 
entitlement holders can pursue transferees 
is when the intermediary is unable to per- 
form its obligation, and the transfer to the 
transferee was a violation of those obli- 
gations. Even in that case, a transferee who 
gave value and obtained control is protected 
by virtue of the rule in subsection (e), unless 
the transferee acted in collusion with the 
intermediary. 

Subsections (d) and (e) have the effect of 
protecting transferees from an intermediary 
against adverse claims arising out of asser- 
tions by the intermediary's entitlement hold- 
ers that the intermediary acted wrongfully 
in transferring the financial assets. These 
rules, however, operate in a slightly different 
fashion than traditional adverse claim cut- 
off rules. Rather than specifying that a 
certain class of transferee takes free from all 
claims, subsections (d) and (e) specify the 
circumstances in which this particular form 
of claim can be asserted against a transferee- 
Revised Article 8 also contains general ad- 
verse claim cut-off rules for the indirect 
holding system. See Sections 8-502 and 8- 
510. The rule of subsections (d) and (e) 
takes precedence over the general cut-off 
rules of those sections, because Section 8- 
503 itself defines and sets limits on the 
assertion of the property interest of entitle- 
ment holders. ■ Thus, the question whether 
entitlement holders' property interest can be 
asserted as an adverse, claim against a trans- 
feree from the intermediary is governed by 
the collusion test of Section 8-503(e), rather 
than by the "without notice" test of Sections 
8-502 and 8-510. . 
■3. The limitations: that subsections (c) 
through (e) place on the ability of customers 
of a failed intermediary to recover securities 
or other financial assets from transferees are 
consistent with the fundamental policies of 
investor protection that underlie this Article 
and other bodies of law governing the securk 
ties business. The commercial law rules for 
the securities holding and transfer system 
must be assessed from the forward-looking 
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perspective of their impact on the vast num- 
ber of transactions in which no wrongful 
conduct occurred or will occur, rather than 
from the post hoc perspective of what rule 
might be most advantageous to a particular 
class of persons in litigation that might arise 
out of the occasional case in which someone 
has acted wrongfully. Although one can de- 
vise hypothetical scenarios where particular 
customers might find it advantageous to be 
able to assert rights against someone other 
than the customers' own intermediary, com- 
mercial law rules that permitted customers 
to do so would impair rather than promote 
the interest of investors and the safe and 
efficient operation of the clearance and set- 
tlement system. Suppose, for example, that 
Intermediary A transfers securities to B, 
that Intermediary A acted wrongfully as 
against its customers in so doing, and that 
after the transaction Intermediary A did not 
have sufficient securities to satisfy its obli- 
gations to its entitlement holders. Viewed 
solely from the standpoint of the customers 
of Intermediary A, it would seem that per- 
mitting the property to be recovered from B, 
would be good for investors. That, however, 
is not the case. B may itself be an interme- 
diary with its own customers, or may be 
some other institution through which indi- 
viduals invest, such as a pension fund or 
investment company. There is no reason to 
think that rules permitting customers of an 
intermediary to trace and recover securities 
that their intermediary wrongfully trans- 
ferred work to the advantage of investors in 
general. To the contrary, application of 
such rules would often merely shift losses 
from one set of investors to another. The 
uncertainties that would result from rules 
permitting such recoveries would work to 
the disadvantage of all participants in the 
securities markets. 

The use of the collusion test in Section 8- 
503(e) furthers the interests of investors 
generally in the sound and efficient opera- 
tion of the securities holding and settlement 
system. The effect of the choice of this 
standard is that customers of a failed inter- 
mediary must show that the transferee from 
whom they seek to recover was affirmatively 
engaged in wrongful conduct, rather than 
casting on the transferee any burden of 
showing that the transferee had no aware- 



ness of wrongful conduct by the failed inter- 
mediary. The rule of Section 8-503(e) is 
based on the long-standing policy that it is 
undesirable to impose upon purchasers of 
securities any duty to investigate whether 
their sellers may be acting wrongfully. 

Rather than imposing duties to investi- 
gate, the general policy of the commercial 
law of the securities holding and transfer 
system has been to eliminate legal rules that 
might induce participants to conduct investi- 
gations of the authority of persons transfer- 
ring securities on behalf of others for fear 
that they might be held liable for participat- 
ing in a wrongful transfer. The rules in 
Part 4 of Article 8 concerning transfers by 
fiduciaries provide a good example. Under 
Lowry v. Commercial & Farmers' Bank, 15 
F.Cas. 1040 (C.C.D.Md.1848) (No. 8581), an 
issuer could be held liable for wrongful 
transfer if it registered transfer of securities 
by a fiduciary under circumstances where it 
had any reason to believe that the fiduciary 
may have been acting improperly. In one 
sense that seems to be advantageous for 
beneficiaries who might be harmed by 
wrongful conduct by fiduciaries. The conse- 
quence of the Lowry rule, however, was that 
in order to protect against risk of such liabil- 
ity, issuers developed the practice of requir- 
ing extensive documentation for fiduciary 
stock transfers, making such transfers cum- 
bersome and time consuming. Accordingly, 
the rules in Part 4 of Article 8, and in the 
prior fiduciary transfer statutes, were de- 
signed to discourage transfer agents from 
conducting investigations into the rightful- 
ness of transfers by fiduciaries. 

The rules of Revised Article 8 implement 
for the indirect holding system the same 
policies that the rules on protected purchas- 
ers and registration of transfer adopt for the 
direct holding system. A securities interme- 
diary is, by definition, a person who is hold- 
ing securities on behalf of other persons. 
There is nothing unusual or suspicious 
about a transaction in which a securities 
intermediary sells securities that it was 
holding for its customers. That is exactly 
what securities intermediaries are in busi- 
ness to do. The interests of customers of 
securities intermediaries would not be 
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served by a rule that required counterparties rights, even if the intermediary is acting 

to transfers from securities intermediaries to wrongfully against its entitlement holders in 

investigate whether the intermediary was granting the security interest. The question 

acting wrongfully against its customers, whether the secured party takes subject to 

Quite the contrary, such a rule would impair the entitlement holder's claim in such a case 

the ability of securities intermediaries to i s governed by Section 8-511, which is an 

perform the function that customers want, application to secured transactions of the 

The rules of Section 8-503(c) through (e) general principles expressed in subsections 

apply to transferees generally, including (d) and (e) of this section, 
pledgees. The reasons for treating pledgees 

in the same fashion as other transferees are Definitional Cross References: 
discussed in the Comments to Section 8-511. 
The statement in subsection (a) that an in- 
termediary holds financial assets for custom- 
ers and not as its own property does not, of 
course, mean that the intermediary lacks 

power to transfer the financial assets to oth- "Insolvency proceedings ,., Section l ti 

ers. For example, although Article 9 pro- 201(22). - ^ ■..- 

vides that for a security interest to attach "Purchaser". Sections 1-201(33) & 8- 

the debtor must either have "rights" in the 116. . ' - 

collateral or the power to transfer "rights" "Securities intermediary". Section 8- 

in the collateral to a secured party, see Sec- 102(a)(14). 

tion 9-203, the fact that an intermediary is "Security entitlement". / Section 8- 

holding a financial asset in a form that per- 102(a)(17). 

mits ready transfer means that it has such "Value". Sections 1-201(44) & 8-116. 

§ 8-504. Duty of Securities Intermediary to Maintain Financial As- 
set, 

(a) A securities intermediary shall promptly obtain and thereafter maintain a 
financial asset in a quantity corresponding to the aggregate of all security entitle- 
ments it has established in favor of its entitlement holders with respect to that 
financial asset. The securities intermediary may maintain those financial assets 
directly or through one or more other securities intermediaries. .... .; 

(b) Except to the extent otherwise agreed by its entitlement holder, a securi- 
ties intermediary may not grant any security interests in a financial asset it is 
obligated to maintain pursuant to subsection (a). r .' „ 

(c) A securities intermediary satisfies the duty in subsection (a) if: ;! 

(1) the securities intermediary acts with respect to the duty as agreed upon by 
the entitlement holder and the securities intermediary; or 

(2) in the absence of agreement; the securities intermediary exercises due care 
in accordance with reasonable commercial standards to obtain and main- 
tain the financial asset, -v J 

(d) This section does not apply to a clearing corporation that is itself the 
obligor of an option or similar obligation to which its entitlement holders have 
security entitlements! " '.,..,,..[ 

Official Comment ".■ 

1. This section expresses one of the core Part 5 rules were designed, to wit, that a 
elements of the relationships for which the securities intermediary undertakes to hold 
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financial assets corresponding to the securi- 
ty entitlements of its entitlement holders. 
The locution "shall promptly obtain and 
shall thereafter maintain" is taken from the 
corresponding regulation under federal secu- 
rities law, 17 O.F.R. § 240.15c3-3. This sec- 
tion recognizes the reality that as the securi- 
ties business is conducted today, it is not 
possible to identify particular securities as 
belonging to customers as distinguished 
from other particular securities that are the 
firm's own property. Securities firms typi- 
cally keep all securities in fungible form, and 
may maintain their inventory of a particular 
security in various locations and forms, in- 
cluding physical securities held in vaults or 
in transit to transfer agents, and book entry 
positions at one or more clearing corpora- 
tions. Accordingly, this section states that a 
securities intermediary shall maintain a 
quantity of financial assets corresponding to 
the aggregate of all security entitlements it 
has established. The last sentence of sub- 
section (a) provides explicitly that "the secu- 
rities intermediary may hold directly or indi- 
rectly. That point is implicit in the use of 
the term "financial asset," inasmuch as Sec- 
tion 8-102(a)(9) provides that the term "fi- 
nancial asset" may refer either to the under- 
lying asset "or the means by which it is held, 
including both security certificates and secu- 
rity entitlements. 

2. Subsection (b) states explicitly a point 
that is implicit in the notion that a securities 
intermediary must maintain financial assets 
corresponding to the security entitlements of 
its entitlement holders, to wit, that it is 
wrongful for a securities intermediary to 
grant security interests in positions that it 
needs to satisfy customers' claims, except as 
authorized by the customers. This state- 
ment does not determine the rights of a 
secured party to whom a securities interme- 
diary wrongfully grants a security interest; 
that issue is governed by Sections 8-503 and 
8-511. 

Margin accounts are common examples of 
arrangements in which an entitlement hold- 
er authorizes the securities intermediary to 
grant security interests in the positions held 
for the entitlement holder. Securities firms 
commonly obtain the funds needed to pro- 
vide margin loans to their customers by 



"rehypothecating" the customers' securities. 
In order to facilitate rehypothecation, agree- 
ments between margin customers and their 
brokers commonly authorize the broker to 
commingle securities of all margin custom- 
ers for rehypothecation to the lender who 
provides the financing. Brokers commonly 
rehypothecate customer securities having a 
value somewhat greater than the amount of 
the loan made to the customer, since the 
lenders who provide the necessary financing 
to the broker need some cushion of protec- 
tion against the risk of decline in the value 
of the rehypothecated securities. The extent 
and manner in which a firm may rehypothe- 
cate customers' securities are determined by 
the agreement between the intermediary 
and the entitlement holder and by applicable 
regulatory law. Current regulations under 
the federal securities laws require that bro- 
kers obtain the explicit consent of customers 
before pledging customer securities or com- 
mingling different customers' securities for 
pledge. Federal regulations also limit the 
extent to which a broker may rehypothecate 
customer securities to 110% of the aggregate 
amount of the borrowings of all customers. 

3. The statement in this section that an 
intermediary must obtain and maintain fi- 
nancial assets corresponding to the aggre- 
gate of all security entitlements it has es- 
tablished is intended only to capture the 
general point that one of the key elements 
that distinguishes securities accounts from 
other relationships, such as deposit ac- 
counts, is that the intermediary undertakes 
to maintain a direct correspondence be- 
tween the positions it holds and the claims 
of its customers. This section is not in- 
tended as a detailed specification of precise- 
ly how the intermediary is to perform this 
duty, nor whether there may be special cir- 
cumstances in which an intermediary's gen- 
eral duty is excused. Accordingly, the gen- 
eral statement of the duties of a securities 
intermediary in this and the following sec- 
tions is supplemented by two other provi- 
sions. First, each of Sections 8-504 
through 8-508 contains an "agreement/due 
care" provision. Second, Section 8-509 sets 
out general qualifications on the duties 
stated in these sections, including the im- 
portant point that compliance with corre- 
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sponding regulatory provisions constitutes 
compliance with the Article 8 duties. 

4. The "agreement/due care" provision 
in subsection (c) of this section is necessary 
to provide sufficient flexibility to accommo- 
date the general duty stated in subsection 
(a) to the wide variety of circumstances that 
may be encountered in the modern securities 
holding system. For the most common 
forms of publicly traded securities, the mod- 
ern depository-based indirect holding system 
has made the likelihood of an actual loss of 
securities remote, though correctable errors 
in accounting or temporary interruptions of 
data processing facilities may occur. Indeed, 
one of the reasons for the evolution of book- 
entry systems is to eliminate the risk of loss 
or destruction of physical certificates. 
There are, however, some forms of securities 
and other financial assets which must still 
be held in physical certificated form, with 
the attendant risk of loss or destruction. 
Risk of loss or delay may be a more signifi- 
cant consideration in connection with' for- 
eign securities. An American securities in- 
termediary may well be willing to hold a 
foreign security in a securities account for 
its customer, but the intermediary may have 
relatively little choice of or control over for- 
eign intermediaries through which the secu- 
rity must in turn be held.' Accordingly, it is 
common for American securities intermedi- 
aries to disclaim responsibility for custodial 
risk of holding through foreign intermediar- 
ies. 

Subsection (c)(1) provides that a securities ; 
intermediary satisfies the duty stated in sub- 
section (a) if the intermediary acts with re- 
spect to that duty in accordance with the 
agreement between the intermediary and 
the entitlement holder. Subsection (c)(2) 
provides that if there is no agreement on the 
matter, the intermediary satisfies the sub- 
section (a) duty if the intermediary exercises 
due care in accordance with reasonable com- 
mercial standards to obtain and maintain 
the financial asset in question. This formu- 
lation does not state that the intermediary 
has a universally applicable, statutory duty of 
due care. Section 1-102(3) provides that 
statutory duties of due care cannot be dis- 
claimed by agreement, but the "agree- 
ment/due care" formula contemplates that 



there may be particular circumstances where 
the parties do not wish to create a specific 
duty of due care, for example, with respect 
to foreign securities. Under subsection 
(c)(1), compliance with the agreement consti- 
tutes satisfaction of the subsection (a) duty, 
whether or not the agreement provides that 
the intermediary will exercise due care. 

In each of the sections where the "agree- 
ment/due care" formula is used, it provides 
that entering into an agreement and per- 
forming in accordance with that agreement 
is a method by which the securities interme- 
diary may satisfy the statutory duty stated 
in that section. Accordingly, the general, 
obligation of good faith performance of stat- 
utory and contract duties, see Sections 1-203, 
and 8-102(a)(10), would apply to such an ; 
agreement. It would not be consistent with 
the obligation of good faith performance for, 
an agreement to purport to establish the 
usual sort of arrangement between an inter- 
mediary and entitlement holder, yet disclaim 
altogether one of the basic elements that 
define that relationship. For example, an 
agreement stating that an intermediary as-, 
sumes no responsibilities whatsoever for the 
safekeeping any of the entitlement holder's 
securities positions would not be consistent 
with good faith performance of the interme- 
diary's duty to obtain and maintain financial 
assets corresponding to the entitlement 
holder's security entitlements. 

To the extent that no agreement under; 
subsection (c)(1) has specified the details of 
the intermediary's performance of the sub- 
section (a) duty, subsection (c)(2) provides 
that the intermediary satisfies that duty if it 
exercises due care in accordance with rea- 
sonable commercial standards. The duty of 
care includes both care in the intermediary's 
own operations and care in the selection of 
other intermediaries through whom the in- 
termediary holds the assets in question. 
The statement of the obligation of due care 
is meant to incorporate the principles of the 
common law under which the specific ac- 
tions or precautions necessary to meet the; 
obligation of care are determined by such 
factors as the nature and value of the prop-! 
erty, the customs and practices of the busi- 
ness, and the like. 
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half of others. For example, the Options 
Clearing Corporation is treated as a "securi- 
ties intermediary" under this Article, al- 
though it does not itself hold options on 
behalf of its participants. Rather, it be- 
comes the issuer of the options, by virtue of 
guaranteeing the obligations of participants 
in the clearing corporation who have written 
or purchased the options cleared through it. 
See Section 8-103(e). Accordingly, the gen- 
eral duty of an intermediary under subsec- 
tion (a), does not apply, nor would other 
provisions of Part 5 that depend upon the 
existence of a requirement that the securi- 
ties intermediary hold financial assets, such 
as Sections 8-503 and 8-508. 

Definitional Cross References: 

"Agreement". Section 1-201(3). 



5. This section necessarily states the 
duty of a securities intermediary to obtain 
and maintain financial assets only at the 
very general and abstract level. For the 
most part, these matters are specified in 
great detail by regulatory law. Broker-deal- 
ers registered under the federal securities 
laws are subject to detailed regulation con- 
cerning the safeguarding of customer securi- 
ties. See 17 C.F.R. § 240.15c3-3. Section 
8-509(a) provides explicitly that if a securi- 
ties intermediary complies with such regula- 
tory law, that constitutes compliance with 
Section 8-503. In certain circumstances, 
these rules permit a firm to be in a position 
where it temporarily lacks a sufficient quan- 
tity of financial assets to satisfy all customer 
claims. For example, if another firm has 
failed to make a delivery to the firm in 
settlement of a trade, the firm is permitted a 
certain period of time to clear up the prob- 
lem before it is obligated to obtain the neces- 
sary securities from some other source. 

6. Subsection (d) is intended to recognize 
that there are some circumstances, where 
the duty to maintain a sufficient quantity of 
financial assets does not apply because the 
intermediary is not holding anything on be- 

§ 8-505. Duty of Securities Intermediary with Respect to Payments 
and Distributions, 

(a) A securities intermediary shall take action to obtain a payment or distribu- 
tion made by the issuer of a financial asset. A securities intermediary satisfies the 
duty if: 

(1) the securities intermediary acts with respect to the duty as agreed upon by 
the entitlement holder and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary exercises due care 
in accordance with reasonable commercial standards to attempt to obtain 
the payment or distribution. 

(b) A securities intermediary is obligated to its entitlement holder for a 
payment or distribution made by the issuer of a financial asset if the payment or 
distribution is received by the securities intermediary. 

Official Comment 



"Clearing corporation' ' . Section 


8- 


102(a)(5). 




"Entitlement holder" . Section 


8- 


102(a)(7). 




"Financial asset". Section 8-102(a)(9). 




"Securities intermediary' ' . Section 


8- 


102(a)(14). 




''Security entitlement". Section 
102(a)(17). 


8- 



1. One of the core elements of the securi- 
ties account relationships for which the Part 
5 rules were designed is that the securities 
intermediary passes through to the entitle- 
ment holders the economic benefit of owner- 
ship of the financial asset, such as payments 



and distributions made by the issuer. Sub- 
section (a) expresses the ordinary under- 
standing that a securities intermediary will 
take appropriate action to see to it that any 
payments or distributions made by the is- 
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suer are received. One" of the main reasons 
that investors make use of securities inter- 
mediaries is to obtain the services of a pro^ 
fessional in performing the record-keeping 
and other functions necessary to ensure that 
payments and other distributions are re- 
ceived. 

.2. Subsection (a) incorporates the same 
"agreement/due care" formula as the other 
provisions of Part 5 dealing with the duties 
of a securities intermediary. See Comment 
4 to Section 8-504. This formulation per- 
mits the parties to specify by ' agreement 
what action, if any, the intermediary is to 
take with respect to the duty to obtain pay- 
ments and' distributions. In the absence of 
specification by agreement, the intermediary 
satisfies the duty if the intermediary exercis- 
es due care in accordance with reasonable 
commercial standards. The provisions of 
Section 8-509 also apply to, the Section 8- 
505 duty; so that compliance with applicable 



regulatory requirements constitutes compli- 
ance with the Section 8-505 duty. 

3. Subsection (b) provides that a securi- 
ties intermediary is obligated to its entitle- 
ment holder for those payments or distribu- 
tions made by the issuer that are in fact 1 
received by the intermediary. It does not 
deal with the details of the time and manner 
of payment. Moreover, as with any other 
monetary obligation, the obligation to pay 
may be subject to other rights of the obligor, 
by way of set-off counterclaim or the like. 
Section 8-509(c) makes this point explicit. 

Definitional Cross References: 

"Agreement' 5 . Section 1^201(3). 

"Entitlement holder". Section : 8-: 
102(a)(7). ■ v 

"Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8-' 
102(a)(14). .-■■■-o 

"Security entitlement". Section 8~< 
102(a)(17). ■:. 



§ 8-506. Duty of Securities Intermediary to Exercise Rights as Di- 
rected by Entitlement Holder. 

A securities intermediary shall exercise rights with respect to a financial asset 
if directed to do so by an entitlement holder. A securities intermediary satisfies 
the duty if: 

(1) the securities intermediary acts with respect to the duty as agreed upon by; 
the entitlement holder and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary either places the 
entitlement holder in a position to exercise the rights directly or exercises, 
due care in accordance with reasonable commercial standards to follow the ; 
direction of the entitlement holder. ; , r ; 



Official Comment 



.1. Another of the core elements of the 
securities account relationships for which 
the Part 5 rules were designed is that al- 
though the ; intermediary may, by virtue of 
the structure of the indirect Holding system, 
be the party who has the power to exercise 
the corporate and other rights that come 
from holding, the security, the intermediary 
exercises these powers as representative of, 
the entitlement holder rather than at its 
own discretion. This characteristic is one of 
the things that distinguishes a securities ac- 
count from other arrangements where one 
person holds securities "on behalf of anoth- 



er, such as the relationship between a mutu- 
al fund and its shareholders or a trustee and 
its beneficiary. 

2. The fact that the intermediary exercis- 
es the rights of security holding as represen- 
tative of the entitlement holder does not, of 
course, preclude the entitlement holder from 
conferring discretionary, authority upon the. 
intermediary. Arrangements are not un- 
common in which investors do not wish to 
have their intermediaries forward proxy ma- 
terials or other information. Thus, this sec- 
tion provides that the intermediary shall ex-: 
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ercise corporate and other rights "if directed 
to do so" by the entitlement holder. More- 
over, as with the other Part 5 duties, the 
"agreement/due care" formulation is used in 
stating how the intermediary is to perform 
this duty. This section also provides that 
the intermediary satisfies, the duty if it 
places the entitlement holder in a position to 
exercise the rights directly. This is to take 
account of the fact that some of the rights 
attendant upon ownership of the security, 
such as rights to bring derivative and other 
litigation, are far removed from the matters 
that intermediaries are expected to perform. 

3. This section, and the two that follow, 
deal with the aspects of securities holding 
that are related to investment decisions. 
For example, one of the rights of holding a 
particular security that would fall within the 
purview of this section would be the right to 
exercise a conversion right for a convertible 
security. It is quite common for investors to 
confer discretionary authority upon another 
person, such as an investment adviser, with 
respect to these rights and other investment 
decisions. Because this section, and the oth- 
er sections of Part 5, all specify that a securi- 
ties intermediary satisfies the Part 5 duties 
if it acts in accordance with the entitlement 



holder's agreement, there is no inconsistency 
between the statement of duties of a securi- 
ties intermediary and these common ar- 
rangements. 

4. Section 8-509 also applies to the Sec- 
tion 8-506 duty, so that compliance with 
applicable regulatory requirements consti- 
tutes compliance with this duty. This is 
quite important in this context, since the 
federal securities laws establish a compre- 
hensive system of regulation of the distribu- 
tion of proxy materials and exercise of voting 
rights with respect to securities held 
through brokers and other intermediaries. 
By virtue of Section 8-509(a), compliance 
with such regulatory requirement consti- 
tutes compliance with the Section 8-506 
duty. 

Definitional Cross References: 

"Agreement". Section 1-201(3). 

"Entitlement holder". Section 8- 
102(a)(7). 

"Financial asset". Section 8-102(a)(9). 

"Securities intermediary' ' . Section 8- 
102(a)(14). 

"Security entitlement". Section 8- 
102(a)(17). 



§ 8-507. Duty of Securities Intermediary to Comply With Entitle- 
ment Order. 

(a) A securities intermediary shall comply with an entitlement order if the 
entitlement order is originated by the appropriate person, the securities intermedi- 
ary has had reasonable opportunity to assure itself that the entitlement order is 
genuine and authorized, and the securities intermediary has had reasonable 
opportunity to comply with the entitlement order. A securities intermediary 
satisfies the duty if: 

(1) the securities intermediary acts with respect to the duty as agreed upon by 
the entitlement holder and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary exercises due care 
in accordance with reasonable commercial standards to comply with the 
entitlement order. 

(b) If a securities intermediary transfers a financial asset pursuant to an 
ineffective entitlement order, the securities intermediary shall reestablish a securi- 
ty entitlement in favor of the person entitled to it, and pay or credit any payments 
or distributions that the person did not receive as a result of the wrongful transfer. 
If the securities intermediary does not reestablish a security entitlement, the 
securities intermediary is liable to the entitlement holder for damages. 
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Official Comment 



1. Subsection (a) of this section states 
another aspect of duties of securities inter- 
mediaries that make up security entitle- 
ments — the securities intermediary's duty to 
comply with entitlement orders. One of the 
main reasons for holding securities through 
securities intermediaries is to enable rapid 
transfer in settlement of trades. Thus the 
right to have one's orders for disposition of 
the security entitlement honored is an inher- 
ent part of the relationship. Subsection (b) 
states the correlative liability of a securities 
intermediary for transferring a financial as- 
set from an entitlement holder's account 
pursuant to an entitlement order that was 
not effective. 

2. The duty to comply with entitlement 
orders is subject to several qualifications. 
The intermediary has a duty only with re- 
spect to an entitlement order that is in fact 
originated by the appropriate person. More- 
over, the intermediary has a duty only if it 
has had reasonable opportunity to assure 
itself that the order is genuine and autho- 
rized, and reasonable opportunity to comply 
with the order. The same "agreement/due 
care" formula is used in this section as in 
the other Part 5 sections on the duties of 
intermediaries, and the rules of Section 8- 
509 apply to the Section 8-507 duty. 

3. Appropriate person is defined in Sec- 
tion 8-107. In the usual case, the appropri- 
ate person is the entitlement holder, see 
Section 8-107(a)(3). Entitlement holder is 
defined in Section 8-102(a)(7) as the person, 
"identified in the records of a securities in- 
termediary as the person having a security 
entitlement.'- Thus, the general rule is that 
an intermediary's duty with respect to enti- 
tlement orders runs only to the person with v 
whom the intermediary has established a 
relationship. One of the basic principles of 
the indirect holding system is that securities 
intermediaries owe duties only to their own 
customers. See also Section 8-115. The 
only situation in which a securities interme- 
diary has a duty to comply with entitlement 
orders originated by a person other than the : 
person with whom the intermediary estab- 
lished a relationship is covered by Section 8- 
107(a)(4) and (a)(5), which provide that the 



term "appropriate person" includes the suc- 
cessor or personal representative of a dece- 
dent, or the custodian or guardian of a per- 
son who lacks capacity. If the entitlement 
holder is competent, another person does not 
fall within the defined term "appropriate 
person" merely by virtue of having power to 
act as an agent for the entitlement holder. 
Thus, an intermediary is not required to 
determine at its peril whether a person who 
purports to be authorized to act for an enti- 
tlement holder is in fact authorized to do so. 
If an entitlement holder wishes to be able to 
act through agents, the entitlement holder 
can establish appropriate arrangements in 
advance with the securities intermediary. 

.One important application of this principle 
is that if an entitlement holder grants a 
security interest in its security entitlements 
to a third-party lender, the intermediary: 
owes no duties to the secured party, unless, 
the intermediary has entered into a "con- 
trol" agreement in which it agrees to act on 
entitlement orders originated by the secured 
party. See Section 8-106. Even though the 
security agreement or some other document 
may give the secured party authority to act 
as agent for the debtor, that would not make 
the secured party an "appropriate person" 
to whom the security intermediary owes 
duties. If the entitlement holder and securi- 
ties intermediary have agreed to such a con- 
trol arrangement, then the intermediary^ 
action in following instructions from the se- 
cured party would satisfy the subsection (a) ; 
duty. Although an agent, such as the se- ; 
cured party in this example, is riot an "ap- 
propriate person," an entitlement order is 
"effective" if originated by an authorized 
person. See Section 8-107(a) and (b). 
Moreover, Section 8-507(a) provides that the 
intermediary satisfies its duty if it acts in 
accordance with the entitlement holder's 
agreement. 

4. Subsection (b) provides that an inter- 
mediary is liable for a wrongful transfer if 
the entitlement order was "ineffective." 
Section 8-107 specifies whether an entitle- 
ment order is effective. An "effective enti-: 
tlement order" is different from an "entitle- 
ment order originated by an appropriate 
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person." An entitlement order is effective 
under Section 8-107(b) if it is made by the 
appropriate person, or by a person who has 
power to act for the appropriate person un- 
der the law of agency, or if the appropriate 
person has ratified the entitlement order or 
is precluded from denying its effectiveness. 
Thus, although a securities intermediary 
does not have a duty to act on an entitle- 
ment order originated by the entitlement 
holder's agent, the intermediary is not liable 
for wrongful transfer if it does so. 

Subsection (b), together with Section 8- 
107, has the effect of leaving to other law 
most of the questions of the sort dealt with 
by Article 4A for wire transfers of funds, 
such as allocation between the securities in- 
termediary and the entitlement holder of the 
risk of fraudulent entitlement orders. 

5. The term entitlement order does not 
cover all directions that a customer might 
give a broker concerning securities held 
through the broker. Article 8 is not a codifi- 
cation of all of the law of customers and 
stockbrokers. Article 8 deals with the set- 
tlement of securities trades, not the trades. 
The term entitlement order does not refer to 
instructions to a broker to make trades, that 
is, enter into contracts for the purchase or 
sale of securities. Rather, the entitlement 



§ 8-508. 



order is the mechanism of transfer for secu- 
rities held through intermediaries, just as 
indorsements and instructions are the mech- 
anism for securities held directly. In the 
ordinary case the customer's direction to the 
broker to deliver the securities at settlement 
is implicit in the customer's instruction to 
the broker to sell. The distinction is, how- 
ever, significant in that this section has no 
application to the relationship between the 
customer and broker with respect to the 
trade itself. For example, assertions by a 
customer that it was damaged by a broker's 
failure to execute a trading order sufficiently 
rapidly or in the proper manner are not 
governed by this Article. 

Definitional Cross References: 

"Agreement". Section 1-201(3). 

"Appropriate person". Section 8-107. 

"Effective". Section 8-107. 

"Entitlement holder". Section 8- 
102(a)(7). 

"Entitlement order". Section 8-102(a)(8). 

"Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8- 
102(a)(14). 

' 'Security entitlement' ' . Section 8- 
102(a)(17). 



Duty of Securities Intermediary to Change Entitlement 
Holder's Position to Other Form of Security Holding* 

A securities intermediary shall act at the direction of an entitlement holder to 
change a security entitlement into another available form of holding for which the 
entitlement holder is eligible, or to cause the financial asset to be transferred to a 
securities account of the entitlement holder with another securities intermediary. 
A securities intermediary satisfies the duty if: 

(1) the securities intermediary acts as agreed upon by the entitlement holder 
and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary exercises due care 
in accordance with reasonable commercial standards to follow the direction 
of the entitlement holder. 

Official Comment 



1. This section states another aspect of 
the duties of securities intermediaries that 
make up security entitlements— the obli- 
gation of the securities intermediary to 
change an entitlement holder's position into 
any other form of holding for which the 



entitlement holder is eligible or to transfer 
the entitlement holder's position to an ac- 
count at another intermediary. This section 
does not state unconditionally that the secu- 
rities intermediary is obligated to turn over 
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a certificate to the customer or to cause the can be held by individuals directly in uncer- 

customer to be registered on the books of the tificated form, the entitlement holder can 

issuer, because the customer may not be request that the security be registered in its 

eligible to hold the security directly. For name. The specification of this duty does 

example, municipal bonds are now common- not determine the pricing terms of the 

ly issued in "book-entry only" form, in agreement in which the duty arises. 

which the only entity that the issuer will rt ml « A/J „ n 

., J £ i '• - j _-4.™, 2. The same "agreement/due care for- 

register on its own books is a depository. -,.,,. ^ • >■> x i_ 

mula is used in this section as in the other 

If security certificates in registered form p^t 5 sections on the duties of intermediar- 

are issued for the security, and individuals } es g to o, the rules of Section 8-509 apply 

are eligible to have the security registered in to t h e Section 8-508 duty, 
their own name, the entitlement holder can 

request that the intermediary deliver or Definitional Cross References: 
cause to be delivered to the entitlement 

holder a certificate registered in the name of "Agreement". Section 1-201(3). ; 

the entitlement holder or a certificate in- "Entitlement holder". Section 8-, 

dorsed in blank or specially indorsed to the 102(a)(7). 

entitlement holder. If security certificates "Financial asset". Section 8-102(a)(9). 

in bearer form are issued for the security, "Securities intermediary". Section 8- 

the entitlement holder can request that the 102(a)(14). 

intermediary deliver or cause to be delivered "Security entitlement". Section 8- 

a certificate in bearer form. If the security 102(a)(17). 

§ 8-509. Specification of Duties of Securities Intermediary by Other 
Statute or Regulation; Manner of Performance of 
Duties of Securities Intermediary and Exercise of 
Rights of Entitlement Holder, 

(a) If the substance of a duty imposed upon a securities intermediary by 
Sections 8-504 through 8-508 is the subject of other statute, regulation, or rule, 
compliance with that statute, regulation, or rule satisfies the duty. 

(b) To the extent that specific standards for the performance of the duties of a 
securities intermediary or the exercise of the rights of an entitlement holder are 
not specified by other statute, regulation, or rule or by agreement between the 
securities intermediary and entitlement holder, the securities intermediary shall 
perform its duties and the entitlement holder shall exercise its rights in a 
commercially reasonable manner. 

(c) The obligation of a securities intermediary to perform the duties imposed 
by Sections 8-504 through 8-508 is subject to: 

\ (1) rights of the securities intermediary arising out of a security interest under 
a security agreement with the entitlement holder or otherwise; and 

(2) rights of the securities intermediary under other law, regulation, rule, or 
agreement to withhold performance of its duties as a result of unfulfilled 
obligations of the entitlement holder to the securities intermediary. 

(d) Sections 8-504 through 8-508 do not require a securities intermediary 
to take any action that is prohibited by other statute, regulation/or rule. 
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Official Comment 

This Article is not a comprehensive state- of customer property, distribution of proxy 
ment of the law governing the relationship materials, and the like. To avoid any con- 
between broker-dealers or other securities flict between the general statement of duties 
intermediaries and their customers. Most of in this Article and the specific statement of 
the law governing that relationship is the intermediaries ' obligations in such regulato- 
common law of contract and agency, supple- ry schemes, subsection (a) provides that 
mented or supplanted by regulatory law. compliance with applicable regulation consti- 
This Article deals only with the most basic tutes compliance with the duties specified in 
commercial/property law principles govern- Sections 8-504 through 8-508. 
ing the relationship. Although Sections 8- 

504 through 8-508 specify certain duties of Definitional Cross References: 

securities intermediaries to entitlement "Agreement". Section 1-201(3). 

holders, the point of these sections is to "Entitlement holder". Section 8- 

ldentiiy what it means to have a security 102(a)(7) 

entitlement not to specify the details of per- « Securities intermediary". Section 8- 

formance of these duties. 102(a)(14) 

For many intermediaries, regulatory law "Security agreement". Section 9- 

specifies in great detail the intermediary's 102(a)(73), 

obligations on such matters as safekeeping "Security interest". Section 1-201(37). 

§ 8-510. Rights of Purchaser of Security Entitlement from Entitle- 
ment Holder. 

(a) In a case not covered by the priority rules in Article 9 or the rules stated in 
subsection (c), an action based on an adverse claim to a financial asset or security 
entitlement, whether framed in conversion, replevin, constructive trust, equitable 
lien, or other theory, may not be asserted against a person who purchases a 
security entitlement, or an interest therein, from an entitlement holder if the 
purchaser gives value, does not have notice of the adverse claim, and obtains 
control. 

(b) If an adverse claim could not have been asserted against an entitlement 
holder under Section 8-502, the adverse claim cannot be asserted against a person 
who purchases a security entitlement, or an interest therein, from the entitlement 
holder. 

(c) In a case not covered by the priority rules in Article 9, a purchaser for 
value of a security entitlement, or an interest therein, who obtains control has 
priority over a purchaser of a security entitlement, or an interest therein, who does 
not obtain control. Except as otherwise provided in subsection (d), purchasers who 
have control rank according to priority in time of: 

(1) the purchaser's becoming the person for whom the securities account, in 
which the security entitlement is carried, is maintained, if the purchaser 
obtained control under Section 8-106(d)(l); 

(2) the securities intermediary's agreement to comply with the purchaser's 
entitlement orders with respect to security entitlements carried or to be 
carried in the securities account in which the security entitlement is 
carried, if the purchaser obtained control under Section 8-106(d)(2); or 

(3) if the purchaser obtained control through another person under Section 8- 
106(d)(3), the time on which priority would be based under this subsection 
if the other person were the secured party. 
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(d) A ' securities intermediary as purchaser has priority over a conflicting 
purchaser who has control unless otherwise agreed by the securities intermediary. 

As amended in 1999. 

See Appendix I contained within Revised Article 9 for material 
relating to changes made in text in 1999. 

Official Comment 



1. This section specifies certain rules 
concerning the rights of persons who pur- 
chase interests in security entitlements from 
entitlement holders. The rules of this sec- 
tion are provided to take account of cases 
where the purchaser's rights are derivative 
from the rights of another person who is and 
continues to be the entitlement holder. 

2. Subsection (a) provides that no ad- 
verse claim can be asserted against a pur- 
chaser of an interest in a security entitle- 
ment if the purchaser gives value, obtains 
control, and does not have notice of the 
adverse claim. The primary purpose of this 
rule is to give adverse claim protection to, 
persons who take security interests in secu- 
rity entitlements and obtain control, but do 
not themselves become entitlement holders. 

The following examples illustrate subsec-; 
tion (a): 

Example 1. X steals a certificated bear- 
er bond from Owner. X delivers the cer-, 
tificate to Able & Co. for credit to X's 
securities account. Later, X borrows from 
Bank and grants bank a security interest 
in the security entitlement. Bank obtains 
control under Section 8-106(d)(2) by vir-' 
tue of an agreement in which Able agrees 
to comply with entitlement orders origi- 
nated by Bank, X absconds. 

Example 2. Same facts, as in Example 
1, except that Bank does not obtain a 
control agreement. Instead, -Bank per- 
fects by filing a financing statement. 

In both of these examples, when X deposit- 
ed the bonds X acquired a security entitle- 
ment under Section 8-501. Under other 
law, Owner may be able to have a construc- 
tive trust imposed on the security entitle^ 
ment as the traceable product of the bonds 
that X misappropriated. X granted a securi- 
ty interest in that entitlement to Bank. 
Bank was a purchaser of an interest in the 



security entitlement from X. In Example 1,. 
although Bank was not a person who ac- 
quired a security entitlement from the inter- 
mediary, Bank did obtain control. If Bank 
did not have notice of Owner's claim, Section 
8-510(a) precludes Owner from asserting an 
adverse claim against Bank. In Example 2, 
Bank had a perfected security interest, but 
did not obtain control. Accordingly, Section 
8-510(a) does not preclude Owner from as-; 
serting its adverse claim against. Bank. 

3. Subsection (b) applies to the indirect 
holding system a limited version of the . 
"shelter principle." The following example, 
illustrates, the relatively limited class of 
cases for which it may be needed: 

Example 3. Thief steals a certificated 
bearer bond from Owner. Thief delivers 
the certificate to Able & Co. for credit to 
Thief s securities account. Able forwards 
the certificate to a clearing corporation for 
credit to Abie's account. Later Thief in- 
structs Able to sell the positions in the 
bonds. Able sells to Baker & Co., acting 
as broker for Buyer. The trade is settled 
by book-entries in the accounts of Able 
and Baker at the clearing corporation, and 
in the accounts of Thief and Buyer at Able 
and Baker respectively. Owner may be 
able to reconstruct the trade records to 
show that settlement occurred in such 
1 fashion that the "same bonds" that were 
carried in Thief s account at Able are 
traceable into Buyer's account at Baker. 
Buyer later decides to donate the bonds to 
Alma Mater University and executes . an 
assignment of its rights as entitlement 
holder to Alma Mater. 

Buyer had a position in the bonds, which 
Buyer held in the form of a security entitle-. 
ment against Baker. Buyer then made a gift" 
of the position to Alma Mater. .Although 
Alma Mater is a purchaser, Section l- 1 
201(33),: it did not give value. Thus, Alma 
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Mater is a person who purchased a security 
entitlement, or an interest therein, from an 
entitlement holder (Buyer). Buyer was pro- 
tected against Owner's adverse claim by the 
Section 8-502 rule. Thus, by virtue of Sec- 
tion 8-5 10(b), Owner is also precluded from 
asserting an adverse claim against Alma Ma- 
ter. 

4. Subsection (c) specifies a priority rule 
for cases where an entitlement holder trans- 
fers conflicting interests in the same security 
entitlement to different purchasers. It fol- 
lows the same principle as the Article 9 
priority rule for investment property, that is, 
control trumps non-control. Indeed, the most 
significant category of conflicting "purchas- 
ers" may be secured parties. Priority ques- 
tions for security interests, however, are 
governed by the rules in Article 9. Subsec- 
tion (c) applies only to cases not covered by 
the Article 9 rules. It is intended primarily 
for disputes over conflicting claims arising 
out of repurchase agreement transactions 
that are not covered by the other rules set 
out in Articles 8 and 9. 

The following example illustrates subsec- 
tion (c): 

Example 4. Dealer holds securities 
through an account at Alpha Bank. Alpha 
Bank in turns holds through a clearing 
corporation account. Dealer transfers se- 
curities to RP1 in a "hold in custody" repo 
transaction. Dealer then transfers the 
same securities to RP2 in another repo 
transaction. The repo to RP2 is imple- 
mented by transferring the securities from 
Dealer's regular account at Alpha Bank to 
a special account maintained by Alpha 
Bank for Dealer and RP2. The agreement 
among ; Dealer, RP2, and Alpha Bank pro- 
vides that Dealer can make substitutions 
for the securities but RP2 can, direct Alpha 
Bank, to sell any securities held in the 
special account. Dealer becomes insolvent. 
RP1 claims a prior interest in the securi- 
ties transferred to RP2. 

In this example Dealer remained the enti- 
tlement holder but agreed that RP2 could 
initiate entitlement orders to Dealer's secu- 
rity intermediary, Alpha Bank. If RP2 had 
become the entitlement holder, the adverse 
claim rule of Section 8-502 would apply. 



Even if RP2 does not become the entitle- 
ment holder, the arrangement among Deal- 
er, Alpha Bank, and RP2 does suffice to give 
RP2 control Thus, under Section 8-510(c), 
RP2 has priority over RP1, because RP2 is a 
purchaser who obtained control, and RP1 is 
a purchaser who did not obtain control. The 
same result could be reached under Section 
8-510(a) which provides that RPl's earlier 
in time interest cannot be asserted as an 
adverse claim against RP2. The same result 
would follow under the Article 9 priority 
rules if the interests of RP1 and RP2 are 
characterized as "security interests," see 
Section 9-328(1). The main point of the 
rules of Section 8-510(c) is to ensure that 
there will be clear rules to cover the conflict- 
ing claims of RP1 and RP2 without charac- 
terizing their interests as Article 9 security 
interests. 

The priority rules in Article 9 for conflict- 
ing security interests also include a default 
temporal priority rule for cases where multi- 
ple secured parties have obtained control but 
omitted to specify their respective rights by 
agreement. See Section 9-328(2) and Com- 
ment 5 to Section 9-328. Because the pur- 
chaser priority rule in Section 8-510(c) is 
intended to track the Article 9 priority rules, 
it too has a temporal priority rule for cases 
where multiple non- secured party purchas- 
ers have obtained control but omitted to 
specify their respective rights by agreement. 
The ; rule is patterned on Section 9-328(2). 

5. If a securities intermediary itself is a 
purchaser, subsection (d) provides that it has 
priority over the interest of another purchas- 
er who has control. Article 9 contains a 
similar rule. See Section 9-328(3). 

Definitional Cross References: 

"Adverse claim". Section 8-102(a)(l). 

"Control". Section 8-106. 

' 'Entitlement holder' ' . Section 8- 
102(a)(7). 

"Notice of adverse claim". Section 8-105. 

"Purchase". Section 1-201(32). 

"Purchaser". Sections 1-201(33) & 8- 
116. 

"Securities intermediary". Section 8- 
102(a)(14). 

"Security entitlement". Section 8- 
102(a)(17). 
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"Value". Sections 1-201(44) & 8-116. 

As amended in 1999. 

See Appendix I contained within Revised Article 9 for material 
relating to changes made in Official Comment in 1999. 

§ 8—511. Priority Among Security Interests and Entitlement Holders. 

(a) Except as otherwise provided in subsections (b) and (c), if a securities 
intermediary does not have sufficient interests in a particular financial asset to 
satisfy both its obligations to entitlement holders who have security entitlements to 
that financial asset and its obligation to a creditor of the securities intermediary 
who has a security interest in that financial asset, the claims of entitlement 
holders, other than the creditor, have priority over the claim of the creditor. 

(b) A claim of a creditor of a securities intermediary who has a security 
interest in a financial asset held by a securities intermediary has priority over 
claims of the securities intermediary's entitlement holders who have security 
entitlements with respect to that financial asset if the creditor has control over the 
financial asset. 

(c) If a clearing corporation does not have sufficient financial assets to satisfy 
both its obligations to entitlement holders who have security entitlements with 
respect to a financial asset and its obligation to a creditor of the clearing corpora- 
tion who has a security interest in that financial asset, the claim of the creditor has 
priority over the claims of entitlement holders. 

Official Comment 



1. This section sets out priority rules for 
circumstances in which a securities interme- 
diary fails leaving an insufficient quantity of 
securities or other financial assets to satisfy 
the claims of its entitlement holders and the 
claims of creditors to whom it has granted 
security interests in financial assets held by 
it. Subsection (a) provides that entitlement 
holders' claims have priority except as other- 
wise provided in subsection (b), and subsec- 
tion (b) provides that the secured creditor's 
claim has priority if the secured creditor 
, obtains control, as defined in Section 8-106. 
The following examples illustrate the opera- 
tion of these rules. 

Example 1. Able & Co., a broker, bor- 
rows from Alpha Bank and grants Alpha 
■ Bank a security . interest pursuant to a 
. written agreement which identifies certain 
■ .: securities that are to be collateral for the 
: loan, either specifically or by category. 
V Able holds these securities in a clearing 
corporation account. Able becomes insol- 
vent and it is discovered that Able holds 



insufficient securities to satisfy the claims 
of customers who have paid for securities 
that they held in accounts with Able and 
the collateral claims of Alpha Bank. Al- 
pha Bank's security interest in the securi- 
ty entitlements that Able holds through 
the clearing corporation account may be 
perfected under the automatic perfection 
rule of Section 9-309(10), but Alpha Bank 
did not obtain control under Section 8- 
106. Thus, under Section 8-511(a) the 
entitlement holders' claims have priority 
over Alpha Bank's claim. 

Example 2. Able & Co., a broker, 
borrows from Beta Bank and grants 
Beta Bank a security interest in securi- 
ties that Able holds in -a clearing corpo- 
ration account. Pursuant to the security 
agreement, the securities are debited 
from Alpha's account and credited to 
Beta's account in the clearing corpora- 
tion account. Able becomes insolvent 
and it is discovered that Able holds in- 
sufficient securities to satisfy the claims 
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of customers who have paid for securi- 
ties that they held in accounts with Able 
and the collateral claims of Alpha Bank. 
Although the transaction between Able 
and Beta took the form of an outright 
transfer on the clearing corporation's 
books, as between Able and Beta, Able 
remains the owner and Beta has a secu- 
rity interest. In that respect the situa- 
tion is no different than if Able had de- 
livered bearer bonds to Beta in pledge to 
secure a loan. Beta's security interest is 
perfected, and Beta obtained control. 
See Sections 8-106 and 9-314. Under 
Section 8-51 1(b), Beta Bank's security 
interest has priority over claims of 
Abie's customers. 

The result in Example 2 is an application 
to this particular setting of the general prin- 
ciple expressed in Section 8-503, and ex- 
plained in the Comments thereto, that the 
entitlement holders of a securities interme- 
diary cannot assert rights against third par- 
ties to whom the intermediary has wrongful- 
ly transferred interests, except in extremely 
unusual circumstances where the third party 
was itself a participant in the transferor's 
wrongdoing. Under subsection (b) the claim 
of a secured creditor of a securities interme- 
diary has priority over the claims of entitle- 
ment holders if the secured creditor has ob- 
tained control. If, however, the secured 
creditor acted in collusion with the interme- 
diary in violating the intermediary's obli- 
gation to its entitlement holders, then under 
Section 8-503(e), the entitlement holders, 
through their representative in insolvency 
proceedings, could recover the interest from 
the secured creditor, that is, set aside the 
security interest. 

2. The risk that investors who hold 
through an intermediary will suffer a loss 
as a result of a wrongful pledge by the in- 
termediary is no different than the risk that 
the intermediary might fail and not have 
the securities that it was supposed to be 
holding on behalf of its customers, either 
because the securities were never acquired 
by the intermediary or because the interme- 
diary wrongfully sold securities that should 
have been kept to satisfy customers' claims. 
Investors are protected against that risk by 
the regulatory regimes under which securi- 



ties intermediaries operate. Intermediaries 
are required to maintain custody, through 
clearing corporation accounts or in other 
approved locations, of their customers' secu- 
rities and are prohibited from using custom- 
ers' securities in their own business activi- 
ties. Securities firms who are carrying both 
customer and proprietary positions are not 
permitted to grant blanket liens to lenders 
covering all securities which they hold, for 
their own account or for their customers. 
Rather, securities firms designate specifical- 
ly which positions they are pledging. Un- 
der SEC Rules 8c-l and 15c2-l, customers' 
securities can be pledged only to fund loans 
to customers, and only with the consent of 
the customers. Customers' securities can- 
not be pledged for loans for the firm's pro- 
prietary business; only proprietary posi- 
tions can be pledged for proprietary loans. 
SEC Rule 15c3-3 implements these prohibi- 
tions in a fashion tailored to modern securi- 
ties firm accounting systems by requiring 
brokers to maintain a sufficient inventory of 
securities, free from any liens, to satisfy the 
claims of all of their customers for fully 
paid and excess margin securities. Revised 
Article 8 mirrors that requirement, specify- 
ing in Section 8-504 that a securities inter- 
mediary must maintain a sufficient quantity 
of investment property to satisfy all security 
entitlements, and may not grant security in- 
terests in the positions it is required to hold 
for customers, except as authorized by the 
customers. 

If a failed brokerage has violated the cus- 
tomer protection regulations and does not 
have sufficient securities to satisfy custom- 
ers' claims, its customers are protected 
against loss from a shortfall by the Securi- 
ties Investor Protection Act ("SIPA"). Se- 
curities firms required to register as brokers 
or dealers are also required to become mem- 
bers of the Securities Investor Protection 
Corporation ("SIPC"), which provides their 
customers with protection somewhat similar 
to that provided by FDIC and other deposit 
insurance programs for bank depositors. 
When a member firm fails, SIPC is autho- 
rized to initiate a liquidation proceeding un- 
der the provisions of SIPA. If the assets of 
the securities firm are insufficient to satisfy 
all customer claims, SIPA makes contribu- 
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tions to the estate from a fund financed by- 
assessments on its members to protect cus- 
tomers against losses up to $500,000 for cash 
and securities held at member firms. 

Article 8 is premised on the view that the 
important policy of protecting investors 
against the risk of wrongful conduct by their 
intermediaries is sufficiently treated by oth- 
er law. 

3. Subsection (c) sets out a special rule 
for secured financing provided to enable 
clearing corporations to complete settlement. 
In order to permit clearing corporations to 
establish liquidity facilities where necessary 
to ensure completion of settlement, subsec- 
tion (c) provides a priority for secured lend- 
ers to such clearing corporations. Subsec- 
tion (c) does not turn on control because the 



clearing corporation may be the top tier se- 
curities intermediary for the securities 
pledged, so that there may be no practicable 
method for conferring control on the lender. 

Definitional Cross References: 

' ' Clearing corporation ' ' , Section 8- 
102(a)(5). 
, "Control". Section 8-106. 

"Entitlement holder". Section 8- 
102(a)(7). 

"Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8- 
102(a)(14). 

"Security entitlement". Section 8- 
102(a)(17). ; , 

"Security interest". Section 1-201(37). 

"Value". Sections 1-201(44) & 8-116. 
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